
middle of the decline of costs for a number of other services.ZI

However, there has been virtually no decline in the price of basic service. This is the

origin of over $4 billion per year of excess earnings enjoyed by the telephone companies, which

result in overcharges of 55 billion when taxes are figured in. The subsidy tax pool will insulate

the companies' bottom lines from competitive pressures.

"
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V A PRAGMATIC APPROACH TO THE "SUBSIDY· ISSUE

These contrary findings about the nature of the subsidy should give policy makers reason

to look much more carefully before they leap into a $20 billion federal tax.

o The very existence of the "subsidy" is in great doubt, not to
mention its magnitude.

o The economics of local exchange service differ dramatically from
place to place.

It should be clear that the federal government cannot possibly determine the "subsidy...

Let us assume, as proposed by legislation in the House and Senate, as well as the general

policy statements of the Administration, that the federal government mandates the opening of the

local exchange to competition. What would an appropriate federal role on the "subsidy" be?

Federal action should be governed be a few fundamental principles.

A. USER PAYS COST-BASED RAIES THAT MINIMIZED THE COST BURDEN ON
BASIC SERVICE

First, the Federal government should provide a cost-based mechanism for the information

age based on a user pays principle.

o It should insist that all users of the network pay for all services
they use in proportion to the demands they place on the network.

"

Conceptually, this is the perfect moment for federal regulators to give up the notion that

basic service came first and everything else is incremental. If this is a new age and we are

building a new information superhighway, then there is no reason to consider plain old telephone

service the cost causer which bears the cost of the network, while other services are
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incrementally priced. The economic evidence shows overwhelmingly that it is not the cost

causer.

o The user pays principle should be combined with the principle that
the burden on basic service should be minimized.

By the very definition of basic service, it should be a low margin service. However,

federal ratemaking and cost allocation must be sensitive to more tbanjust basic service. Network

functionalities that have the characteristics of public goods or externalities should be identified

and subject to mass market pricing.29

B. TAKING COSTS TO THE FEDERAL LEVEL

Second, to alleviate pressures on local rates, the federal regulatory agency can move costs

currently allocated to the state jurisdiction to the federal jurisdiction.

o It can require states to reduce the local exchange costs in an
amount equal to the costs taken to the federal level.

This would be entirely appropriate since the Federal Communications Commission has

declared video dial tone revenues to be in the federal jurisdiction, but it has not moved any

additional costs to that jurisdiction. It would also be appropriate since, as noted above, the last

round of federally mandated costs (equal access, 800 number portability) imposed costs that have

ended up in the basic service category. '.
At a minimum, the costs created by federal policy mandating behaviors at the state level

should be identified.

o These costs imposed by federal policy should certainly be taken to
the federal level to prevent them from further distorting the
estimate of basic service costs.
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c, STATE EVALUATION OF COST PRESSURES AS COMPETITION DEVELOPS
SUBJECT TO FEDERAL GUIDELINES ON LOCAL RATE INCREASES

Third, as a practical matter, whether a subsidy exists and how it should be collected and

administered should be left to the states, which is where 75 percent of the costs of telephone

service are recovered. Moreover, since the subsidy problem, if there is one, is being caused by

the growth of competition, the issue should be addressed only as real competition unfolds.

From the point of view of enhancing efficiency, even if there is a subsidy, it would be

a great mistake to start with a tax that is equal to almost one-third of all the revenues collected

at the local level.

o Competitive pressures mayor may not develop.

o They mayor may not require increases in local rates.

o They may first result in forcing local exchange company profits
back down to reasonable levels.

o They may cause the companies to reconsider their cost allocation
approaches.

o They may cause the companies to be more careful in their
investment decisions.

o If technology has rendered the LEe approach to provision of basic
service uneconomic, they may cause the companies to write down
their assets, as firms facing competition frequently do.

Only after the rigors of real competition have exposed the true economics of the local
"

exchange market, should we consider subsidies necessary to prevent local rate increases and

preserve universal service.

Therefore, as the states implement any mandate to promote local competition, the federal

government could set broad guidelines for preserving the affordability of universal service.
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o They should be required to conduct a universal service pricing
inquiry.

o They should be encouraged to adopt rigorous cost allocation
approaches that recognize loop costs as joint costs.

o The federal government could set guidelines for competition driven
rate changes (for example a hold harmless rule, or a maximum rate
increase rule).

o The states should. be allowed to decide how to fund those changes
(subsidy pools, price changes for non-basic services, even general
taxes).

These guidelines would apply only to rate changes made necessary by changes in federal

policy. Other aspects of local ratemaking, such as rates of profit on local service and other

pricing policies, should be left to the states.
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